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COHEN, Judge: On Decenber 1, 1998, respondent determ ned a
$2, 545,826 deficiency in the Federal estate tax of the estate of
Al bert Strangi, Rosalie Qulig, independent executrix. In the
alternative, respondent determ ned a Federal gift tax deficiency
of $1, 629, 947.

After concessions by the parties, the issues for decision
are (alternatively): (1) Whether the Strangi Famly Limted
Partnership (SFLP) shoul d be disregarded for Federal tax purposes
because it | acks business purpose and econom c subst ance;

(2) whether the SFLP is a restriction on the sale or use of
property that should be di sregarded pursuant to section
2703(a)(2); (3) whether the transfer of assets to SFLP was a
taxable gift; and (4) if SFLP is not disregarded, the fair market
val ue of decedent’s interest in SFLP at the date of death.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect as of the date of decedent’s
death, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. Albert
Strangi (decedent) was domiciled in Waco, Texas, at the tinme of

his death, and his estate was admn ni stered there. Rosal i e
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Strangi Gulig (Ms. Gulig) resided in Waco, Texas, when the
petition in this case was fil ed.

Decedent was a self-nmade multimllionaire. He married
Genevieve Crow ey Strangi (Genevieve Strangi) in the late 1930's
and had four children--Jeanne Strangi, Al bert T. Strangi, John
Strangi, and Ms. @lig, collectively referred to herein as the
Strangi children. In 1965, the marri age between decedent and
Cenevieve Strangi was term nated by divorce, and decedent
remarried Irene Del ores Seynmour (Ms. Strangi). Ms. Strangi had
two daughters froma previous marriage, Angela Seynour and Lynda
Seynour .

In 1975, decedent sold his conpany, Mangum Manufacturing, in
exchange for Allen Goup stock, and he and Ms. Strangi noved to
Fort Walton Beach, Florida. Ms. Gulig married Mchael J. Quilig
(M. Gulig) in 1985 M. @Qlig was an attorney in Waco, Texas,
with the law firm of Sheehy, Lovelace and Mayfield, P.C
M. @ulig has done a substantial amount of estate planning and is
proficient in that field.

On February 19, 1987, decedent and Ms. Strangi executed
wlls that named the Strangi children, Angela Seynour, and Lynda
Seynour as residual beneficiaries in the event that either
decedent or Ms. Strangi predeceased the other. These wills were
prepared by the | aw of fices of Tobol owsky, Prager & Schlinger in

Dal | as, Texas. Ms. Strangi also executed the Irene Del ores
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Strangi Irrevocable Trust (the Trust). Decedent was desi gnated
as the executor of Ms. Strangi’s wll and as the trustee of the
Trust.

Ms. Strangi’s will provided that her personal effects were
to be left to decedent and that |ife insurance proceeds, enployee
benefits, and the residuary of her estate should be distributed
to the Trust. The first codicil to Ms. Strangi’s will provided
t hat property she owned in Dallas, Texas, should be distributed
to the Jeanne Strangi Brown Trust. The Trust provided that
lifetime distributions would be made to Ms. Strangi and that,
upon her death, (1) her property in Florida should be distributed
to Angel a Seynmour and Lynda Seynour, (2) $50,000 shoul d be
distributed to Ms. Strangi’s sister, and (3) the residuary
shoul d be distributed to decedent provided that he survived her.

In 1987 and 1988, Ms. Strangi suffered a series of serious
medi cal problens. |In 1988, decedent and Ms. Strangi noved to
Waco, Texas. Sylvia Stone (Stone) was hired as decedent’s
housekeeper. She al so provided assistance with the care of
Ms. Strangi. On July 19, 1988, decedent executed a power of
attorney, namng M. Qulig as his attorney in fact.

On July 31, 1990, decedent executed a new will, namng his
children as the sole residual beneficiaries if Ms. Strangi
predeceased him This will also named Ms. @Qulig and Ameritrust

Texas, N. A (Ameritrust), as coexecutors of decedent’s estate.
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On Decenber 27, 1990, Ms. Strangi died in Waco, Texas. Her wll
was admtted to probate in Texas and was not contest ed.

In May 1993, decedent had surgery that renpbved a cancerous
mass from his back. That summer, M. Qulig took decedent to
Dal |l as to be exam ned by a physician in the neurol ogy depart nment
of Sout hwest Medi cal School. Decedent was then diagnosed with
supranucl ear pal sy, a brain disorder that would gradually reduce
his ability to speak, walk, and swallow. In Septenber 1993,
decedent had prostate surgery.

Fornation of Limted Partnership

After decedent’s prostate surgery, M. @ilig took over the
affairs of decedent pursuant to the 1988 power of attorney.
M. @lig consulted a probate judge regardi ng concerns he had
about decedent’s affairs. On August 11, 1994, M. @Qlig attended
a semnar in Dallas, Texas, provided by Fortress Financial G oup,
Inc. (Fortress). Fortress trains and educates professionals on
the use of famly limted partnerships as a tool to (1) reduce
i ncone tax, (2) reduce the reported value of property in an
estate, (3) preserve assets, and (4) facilitate charitable
giving. The Fortress Plan recommends contributing assets to a
famly limted partnership with a corporate general partner being
created for control purposes. The Fortress Plan al so suggests
that shares of stock of the corporate general partner or an

interest in the famly limted partnership be donated to a
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charity. To facilitate the plan, Fortress |licenses the use of
copyrighted limted partnership agreenents and sharehol ders’
agr eenent s.

Foll owi ng the Fortress sem nar, on August 12, 1994,

M. @ilig, as decedent’s attorney in fact, fornmed SFLP, a Texas
limted partnership, and its corporate general partner, Stranco,
Inc. (Stranco), a Texas corporation. M. @Qlig handled all of
the details of the formation, executing the |limted partnership
agreenent and sharehol ders’ agreenent using Fortress docunents,
as well as drafting articles of incorporation and byl aws for
Stranco.

The partnership agreenent provided that Stranco had the sole
authority to conduct the business affairs of SFLP w thout the
concurrence of any limted partner or other general partner.
Thus, limted partners could not act on SFLP' s behalf w thout the
consent of Stranco. The partnership agreenent also allowed SFLP
to lend noney to partners, affiliates, or other persons or
entities.

M. Qulig filed the SFLP certificate of limted partnership
and the Stranco articles of incorporation with the State of
Texas. He also drafted asset transfer docunents, dated
August 12, 1994, assigning decedent’s interest in specified real
estate, securities, accrued interest and dividends, insurance

policies, annuities, receivables, and partnership interests
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(referred to collectively herein as the contributed property) to
SFLP for a 99-percent limted partnership interest in SFLP. Al
of the contributed property was reflected in decedent’s capital
account. The fair market value of the contributed property was
$9, 876, 929. Approximately 75 percent of that val ue was
attributable to cash and securities.

M. @ilig invited decedent’s children to participate in SFLP
through an interest in Stranco, the corporate general partner of
SFLP. Decedent purchased 47 percent of Stranco for $49, 350, and
Ms. @Qulig purchased the remaining 53 percent of Stranco for
$55, 650 on behal f of Jeanne Strangi, John Strangi, Al bert T.
Strangi, and herself. To purchase the Stranco shares, Jeanne
Strangi, John Strangi, and Al bert T. Strangi each executed
unsecured notes dated August 12, 1994, to Ms. @Qulig, wth a face
amount of $13,912.50 and interest at 8 percent. Stranco
contributed $100,333 to SFLP in exchange for a 1-percent general
partnership interest. Subsequently, as a result of the downward
adj ustment of the value of decedent’s contributed property,
Stranco’s capital contribution was reduced on its books by $1, 000
to $99, 333, and a receivable was recorded indicating $1, 000 due
from SFLP.

Decedent and the Strangi children made up the initial board
of directors of Stranco, and Ms. Gulig served as president. On

August 17, 1994, the Strangi children and M. Qulig net to
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execute the Stranco sharehol ders’ agreenent, bylaws, and a
Consent of Directors Authorizing Corporate Action in Lieu of
Organi zati onal Meeting that was effective as of August 12, 1994.
They al so executed a Unani nous Consent of Directors in Lieu of
Special Meeting to enploy M. @Gulig to manage the day-to-day
affairs of SFLP and Stranco, dated August 12, 1994. Stranco
never had formal neetings. All corporate actions were approved
by unani nous consent agreenents in lieu of actual neetings. On
August 18, 1994, McLennan Community Col | ege Foundati on accepted a
gift of 100 Stranco shares from decedent’s children “in honor of
their father”.

From Sept enber 1993 until his death, decedent required
24-hour hone health care that was provided by O sten Heal thcare
(A sten) and supplenented by Stone. During this tinme, Stone
injured her back. This injury resulted in Stone’s having back
surgery, and SFLP paid for the surgery. On Cctober 14, 1994,
decedent died of cancer at the age of 81.

On Decenber 7, 1994, Peter Gross, an attorney fromthe | aw
firmof Prager & Benson, P.C., as a representative of decedent’s
estate, requested that Texas Commerce Bank (TCB), successor in
interest to Aneritrust, resign as coexecutor of decedent’s
estate. The Strangi children also requested that TCB decline to
serve as coexecutor and agreed to indemify TCB for clains

related to the estate if it declined to serve as coexecutor.
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Accordingly, TCB declined to serve as coexecutor of decedent’s
estate and renounced its right to appoint a successor

coi ndependent executor. Wen decedent’s will was admtted to
probate on April 12, 1995, Ms. @lig was appointed as the sole
execut or of decedent’s estate.

Angel a Seynmour consulted two attorneys regarding the
validity of Ms. Strangi’s will during 1994. She never intended
to contest decedent’s will, and, ultimately, no claimor wll
contest was filed agai nst decedent’s estate.

Partnership Activities

Foll owi ng the formati on of SFLP, various distributions were
made by SFLP to decedent’s estate and the Strangi children. Wen
di stributions were nade, corresponding and proportionate
distributions were made to Stranco either in cash or in the form
of adjusting journal entries. In July 1995, SFLP distributed
$3, 187,800 to decedent’s estate for State and Federal estate and
i nheritance taxes. Also in 1995 and in 1996, SFLP distributed
$563, 000 to each of the Strangi children. The distributions were
characterized as distributions to decedent’s estate.

In May 1996, SFLP divided its primary Merrill Lynch account
into four separate accounts in each of the Strangi children’s
names, giving themcontrol over a proportionate share of the
partnership assets. The partnership al so extended |ines of

credit to John Strangi, Al bert T. Strangi, and Ms. Gulig for
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$250, 000, $400, 000, and $100, 000, respectively. |In January 1997,
SFLP i ncreased John Strangi’s line of credit to $350, 000 and
Albert T. Strangi’s line of credit to $650,000. |In Novenber
1997, SFLP advanced to decedent’s estate $2.32 mllion to post
bonds with the Internal Revenue Service and the State of Texas in
connection with the review of decedent’s estate tax return. In
1998, SFLP made distributions of $102,500 to each of the Strangi
children. The Strangi children had received $2,662,000 in
distributions from SFLP as of Decenber 31, 1998.

Estate Tax Return

On January 16, 1996, decedent’s Form 706, United States
Estate (and Ceneration Skipping Transfer) Tax Return (estate tax
return), was filed by M. GQulig. On the estate tax return,
decedent’s gross estate was reported as $6, 823,582. This
i ncluded a $6, 560, 730 fair market value for SFLP. For purposes
of the estate tax return, SFLP was val ued by Apprai sal
Technol ogi es, Inc., on an “ongoi ng busi ness”, “mnority interest
basis”. The valuation report arrived at a val ue before discounts
and then applied mnority interest discounts totaling 33 percent
for lack of marketability and | ack of control.

The estate tax return also indicated that decedent had
$43, 280 in personal debt and other allowable deductions totaling
$107, 108, leaving a reported taxable estate of $6,673,194. The

estate tax return reported a transfer tax due of $2,522,088. The
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property that was held by SFLP as of the date of death had
increased in value to $11, 100,922 due to the appreciation of
securities, particularly the Allen G oup stock.
OPI NI ON

We nust deci de whet her the existence of SFLP w Il be
recogni zed for Federal estate tax purposes. Respondent argues
t hat, under the business purpose and econom c substance
doctrines, SFLP should be disregarded in valuing the assets in
decedent’ s estate. Petitioner contends that the business purpose
and econom ¢ substance doctrines do not apply to transfer tax
cases and that SFLP had econom c substance and busi ness purpose.

Taxpayers are generally free to structure transactions as
they please, even if notivated by tax-avoi dance consi derati ons.

See Gregory v. Helvering, 293 U S. 465, 469 (1935); Yosha v.

Conm ssioner, 861 F.2d 494, 497 (7th Gr. 1988), affg. G ass v.

Comm ssi oner, 87 T.C. 1087 (1986). However, the tax effects of a

particul ar transaction are determ ned by the substance of the

transaction rather than by its form |In Frank Lyon Co. v. United

States, 435 U. S. 561, 583-584 (1978), the Suprene Court stated
that “a genuine multiple-party transaction with economc
substance * * * conpell ed or encouraged by business or regul atory
realities, * * * inbued with tax-independent considerations, and
* * * not shaped solely by tax avoi dance features” should be

respected for tax purposes. “[T]ransactions which have no
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econom c purpose or substance other than the avoi dance of taxes

will be disregarded.” Gegory v. Helvering, supra at 469-470;

see also Merryman v. Conm ssioner, 873 F.2d 879 (5th CGr. 1989),

affg. T.C. Meno. 1988-72.

Fam |y partnershi ps nust be closely scrutinized by the
courts because the famly relationship “so readily lends itself
to paper arrangenents having little or no relationship to

reality.” Kuney v. Frank, 308 F.2d 719, 720 (9th Cr. 1962);

accord Frazee v. Conm ssioner, 98 T.C 554, 561 (1992); Harwood

v. Conmm ssioner, 82 T.C 239, 258 (1984), affd. w thout published

opinion 786 F.2d 1174 (9th G r. 1986); Estate of Kelley v.

Comm ssioner, 63 T.C. 321, 325 (1974); Estate of Tiffany v.

Comm ssi oner, 47 T.C. 491, 499 (1967); see also Helvering v.

Adifford, 309 U S 331, 336-337 (1940). Famly partnerships have
| ong been recogni zed where there is a bona fide business carried
on after the partnership is formed. See, e.g., Drew v.

Comm ssioner, 12 T.C. 5, 12-13 (1949). Mere suspicion and

specul ati on about a decedent’s estate planning and testanentary
obj ectives are not sufficient to disregard an agreenent in the
absence of persuasive evidence that the agreenent is not
suscepti bl e of enforcenent or would not be enforced by parties to

the agreenent. Cf. Estate of Hall v. Conm ssioner, 92 T.C 312,

335 (1989).
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The estate contends that there were “clear and conpelling”
nontax notives for creating SFLP, including the provision of a
flexible and efficient neans by which to nanage and protect
decedent’ s assets. Specifically, the estate argues that its
busi ness purposes for form ng SFLP were (1) to reduce executor
and attorney’'s fees payable at the death of decedent, (2) to
i nsul ate decedent froman anticipated tort claimand the estate
froma wll contest (by creating another |ayer through which
creditors nust go to reach assets conveyed to the partnership),
and (3) to provide a joint investnent vehicle for managenent of
decedent’ s assets. W agree with respondent that there are
reasons to be skeptical about the nontax notives for formng
SFLP.

We are skeptical of the estate’s clainms of business purposes
related to executor and attorney’ s fees or potential tort clains.
M. @Qlig testified that, on various social occasions, he
consulted with a forner probate judge about decedent’s
anticipated estate. Those consultations, however, were not
related in tine or purpose to the formation of SFLP. In our
view, the testinony about consultation is simlar to the evidence

described in Estate of Baron v. Commi ssioner, 83 T.C. 542, 555

(1984), affd. 798 F.2d 65 (2d Gr. 1986), to wit, the

““consultation’ was nmere wi ndow dressing to conceal tax notives.”
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We are not persuaded by the testinony that SFLP was fornmed
to protect assets fromw Il contests by Angela or Lynda Seynour
or froma potential tort claimby Stone. The Seynour clains were
stal e when the partnership was fornmed, and they never
materi alized. There was no direct corroboration that Stone was
i njured by decedent while she was caring for himor any
i ndication that Stone ever threatened litigation.

We al so do not believe that a “joint investnment vehicle” was
t he purpose of the partnership. M. Qlig took over control of
decedent’s affairs in Septenber 1993, under the 1988 power of
attorney, and M. @ilig continued to manage decedent’ s assets
t hrough hi s managenent responsibilities in Stranco. Petitioner
concedes, in disputing respondent’s alternative claimof gift tax
ltability, that “directly or indirectly, the Decedent ended up
with 99.47% of the Partnership, having put in essentially 99.47%
of the capital.”

The formati on and subsequent control of SFLP were
orchestrated by M. @ulig wthout regard to “joint enterprise”.
He forned the partnership and the corporation and then invited
Ms. @Qulig s siblings, funded by her, to invest in the
corporation. The Strangi children shared in managing the assets
only after and to the extent that the Merrill Lynch account was
fragnmented in accordance with their respective benefici al

i nterests.
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The nature of the assets that were contributed to SFLP
supports the conclusion that managenent of those assets was not
t he purpose of SFLP. There were no operating business assets
contributed to SFLP. Decedent transferred cash, securities, life
i nsurance policies, annuities, real estate, and partnership
interests to SFLP. The cash and securities approxi mated
75 percent of the value of the assets transferred. No active
busi ness was conducted by SFLP following its formation.

The actual control exercised by M. @ilig, conbined with the
99-percent limted partnership interest in SFLP and the
47-percent interest in Stranco, suggest the possibility of
including the property transferred to the partnership in
decedent’ s estate under section 2036. See, e.g., Estate of

Rei chardt v. Conm ssioner, 114 T.C 144 (2000). Section 2036 is

not an issue in this case, however, because respondent asserted
it only in a proposed anendnent to answer tendered shortly before
trial. Respondent’s notion to anend the answer was deni ed
because it was untinely. Applying the econom c substance
doctrine in this case on the basis of decedent’s continuing
control would be equivalent to applying section 2036(a) and
including the transferred assets in decedent’s estate. As

di scussed bel ow, absent application of section 2036, Congress has

adopted an alternative approach to perceived val uati on abuses.
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SFLP was validly fornmed under State law. The formalities
were followed, and the proverbial “i’s were dotted” and “t’s were
crossed”. The partnership, as a legal matter, changed the
rel ati onshi ps between decedent and his heirs and decedent and
actual and potential creditors. Regardless of subjective
intentions, the partnership had sufficient substance to be
recogni zed for tax purposes. Its existence would not be
di sregarded by potential purchasers of decedent’s assets, and we
do not disregard it in this case.

Section 2703(a)(2)

Section 2703(a) provides as foll ows:

SEC. 2703. (a) Ceneral Rule.--For purposes of
this subtitle, the value of any property shall be
determ ned w thout regard to-—-

(1) any option, agreenent, or other right to
acquire or use the property at a price |less than
the fair market value of the property (w thout
regard to such option, agreenent, or right), or

(2) any restriction on the right to sell or
use such property.

Noting that a right or restriction may be inplicit in the capital
structure of an entity, see sec. 25.2703-1(a)(2), Gft Tax Regs.
respondent argues that section 2703(a)(2) applies to disregard
SFLP for transfer tax purposes. Respondent further argues that
the SFLP agreenent does not satisfy the “safe harbor” exception
in section 2703(b).

Respondent’ s brief states:
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Congress recogni zed substantial val uation abuse in
the law as it existed prior to the enactnent of |I.R C
sec. 2036(c) in 1987. In 1990 Congress repl aced
section 2036(c) with a new Chapter 14, including
sections 2701 through 2704, which sets out speci al
valuation rules for transfer tax purposes. It intended
t hese new sections to target transfer-tax val uation
abuses in the intra-famly transfers nore effectively
while relieving taxpayers of section 2036(c)’s broad
sweep. It wanted to value property interests nore
accurately when they were transferred, instead of
i ncluding previously transferred property in the
transferor’s gross estate. “Discussion Draft” Relating
to Estate Valuation Freezes: Hearing Before the House
Comm on Ways and Means, 101st Cong. 2d Sess. 102
(April 24, 1990) [House hearing]; Estate Freezes:
Hearing on “Discussion Draft” Before the Subconm on
Energy and Agricul tural Taxation and Subconm on
Taxation and Debt Managenent of the Senate Comm on
Fi nance, 101st Cong. 1233 (June 27, 1990) [ Senate
heari ng] .

The new special valuation rules in Chapter 14
departed substantially fromthe hypothetical willing
buyer-w I ling seller standard. The Treasury Depart nent
recogni zed that val uing nonpublicly traded assets in
famly transactions for transfer tax purposes presented
a significant problem It testified to Congress that
appl ying the hypothetical standard of a willing buyer-
willing seller to famly transactions all owed
significant anpbunts to escape taxation. Senate hearing
at 15.

Congress enacted section 2703(a) to address
abusive intra-famly situations. Section 2703(a) (1)
addr esses burdening a decedent’s property with options
to purchase at less than fair market value. Section
2703(a)(2), which applies to this case, addresses other
restrictions that reduce the value of a decedent’s
property for estate tax purposes but not in the hands
of the beneficiary. Congress contenplated that the
section would apply to “any restriction, however
created,” including restrictions inplicit in the
capital structure of a partnership or contained in a
partnership agreenent, articles of incorporation,
corporate bylaws or a sharehol ders’ agreenent.
| nfformal Senate Report on S. 3209, 101st Cong., 2d
Sess. (1990), 136 Cong. Rec. S15777 (Qctober 18, 1990).
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Thus, it intended the word “restriction” in section

2703(a)(2) to be read as broadly as possible. See

Treas. Reg. sec. 25.2703-1 (a lease froma father to

son will to be disregarded for transfer tax valuation

pur poses because it is not simlar to arnmis-length

transactions anong unrel ated parties. [Fn. ref.

omtted.]
Respondent next argues that the term“property” in section
2703(a)(2) nmeans the underlying assets in the partnership and
that the partnership formis the restriction that nust be
di sregarded. Unfortunately for respondent’s position, neither
t he | anguage of the statute nor the | anguage of the regul ation
supports respondent’s interpretation. Absent application of sone
ot her provision, the property included in decedent’s estate is
the limted partnership interest and decedent’s interest in
Stranco.

In Kerr v. Conmm ssioner, 113 T.C. 449 (1999), the Court

dealt with a simlar issue with respect to interpretation of
section 2704(b). Sections 2703 and 2704 were enacted as part of
chapter 14, I.R C, in 1990. See Omi bus Budget Reconciliation
Act of 1990, Pub. L. 101-508, 104 Stat. 1388. However, as we

indicated in Kerr v. Conm ssioner, supra at 470-471, and as

respondent acknowl edges in the portion of his brief quoted above,
the new statute was intended to be a targeted substitute for the
conpl exity, breadth, and vagueness of prior section 2036(c); and

Congress “wanted to value property interests nore accurately when
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they were transferred, instead of including previously
transferred property in the transferor’s gross estate.” Treating
the partnership assets, rather than decedent’s interest in the
partnership, as the “property” to which section 2703(a) applies
inthis case would raise anew the difficulties that Congress
sought to avoid by repealing section 2036(c) and replacing it
with chapter 14. W conclude that Congress did not intend, by
t he enactnent of section 2703, to treat partnership assets as if
they were assets of the estate where the | egal interest owned by
the decedent at the tinme of death was a limted partnership or

corporate interest. See also Estate of Church v. United States,

85 AFTR 2d 2000- 804, 2000-1 USTC par. 60,369 (WD. Tex. 2000).
Thus, we need not address whether the partnership agreenent
satisfies the safe harbor provisions of section 2703(Db).
Respondent did not argue separately that the Stranco

shar ehol ders’ agreenent shoul d be disregarded for |ack of
econom ¢ substance or under section 2703(a).

Gft at the Inception of SFLP

Respondent determned in the statutory notice and argues in
the alternative that, if the partnership is recognized for estate
t ax purposes, decedent nade a gift when he transferred property
to the partnership and received in return a limted partnership
interest of |esser value. Using the value reported by petitioner

on the estate tax return, if decedent gave up property worth in
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excess of $10 million and received back a limted partnership
interest worth approximately $6.5 million, he appears to have
made a gift equal to the loss in value. (Petitioner now clains a
greater discount, as discussed below. ) In anal ogous
ci rcunstances involving a transfer to a corporation, the Court of

Appeals in Kincaid v. United States, 682 F.2d 1220 (5th Cr

1982), held that there was a taxable gift and awarded summary
judgnent to the Governnent. The Court of Appeals rejected the
di scounts clained by the taxpayer, stating that no busi ness
person “would have entered into this transaction, * * * [thus]
the ‘nmoving inpulse for the * * * transaction was a desire to
pass the famly fortune on to others’”. 1d. at 1225 (quoting

Robi nette v. Helvering, 318 U. S. 184, 187-188 (1943)). The Court

of Appeals in Kincaid concluded that, while there may have been
busi ness reasons for the taxpayer to transfer land to a famly
corporation in exchange for stock, “there was no business
pur pose, only a donative one, for Ms. Kincaid to accept |ess
value in return than she gave up.” 1d. at 1226

In this case, the estate clains that the assets were
transferred to SFLP for the business purposes di scussed above.
Foll owi ng the formati on of SFLP, decedent owned a 99-percent
[imted partnership interest in SFLP and 47 percent of the
corporate general partner, Stranco. Even assum ng arguendo that

decedent’ s asserted business purposes were real, we do not



- 21 -
bel i eve that decedent would give up over $3 nmillion in value to
achi eve those busi ness purposes.

Nonet hel ess, in this case, because we do not believe that
decedent gave up control over the assets, his beneficial interest
in them exceeded 99 percent, and his contribution was all ocated
to his own capital account, the instinctive reaction that there
was a gift at the inception of the partnership does not lead to a
determ nation of gift tax liability. 1n a situation such as that
in Kincaid, where other sharehol ders or partners have a
significant interest in an entity that is enhanced as a result of

a transfer to the entity, or in a situation such as Shepherd v.

Comm ssioner, 115 T.C. _ , __ (2000) (slip. op. at 21), where

contributions of a taxpayer are allocated to the capital accounts
of other partners, there is a gift. However, in view of
decedent’s continuing interest in SFLP and the reflection of the
contributions in his owm capital account, he did not transfer
nore than a m nuscul e proportion of the value that woul d be
“lost” on the conveyance of his assets to the partnership in

exchange for a partnership interest. See Kincaid v. United

States, supra at 1224. Realistically, in this case, the

disparity between the value of the assets in the hands of
decedent and the alleged value of his partnership interest
reflects on the credibility of the clainmed discount applicable to

the partnership interest. |t does not reflect a taxable gift.
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Val uation of Decedent’s Limted Partnership |nterest

For the reasons stated above, resolution of this case
requires that we determne the fair market value of decedent’s
l[imted partnership interest in SFLP. For reasons stated above
and bel ow, we do not believe that the discounts clai nmed by
petitioner in this case are reasonable.

Fair market value is the price at which property would
change hands between a willing buyer and a willing seller,
nei t her being under any conpul sion to buy or to sell and both

havi ng reasonabl e know edge of relevant facts. See United States

v. Cartwight, 411 U S. 546, 551 (1973); sec. 20.2031-1(b),

Estate Tax Regs. Under the hypothetical wlling buyer-willing
sell er standard, decedent’s interest cannot be val ued by assum ng

that sales would be nade to any particular person. See Estate of

Bright v. United States, 658 F.2d 999, 1001 (5th Gr. 1981). On
the other hand, transactions that are unlikely and plainly
contrary to the economc interest of a buyer or seller are not

reflective of fair market val ue. See Estate of Curry v. United

States, 706 F.2d 1424, 1429 (7th Cr. 1983); Estate of Newhouse

v. Comm ssioner, 94 T.C 193, 232 (1990); Estate of Hall v.

Comm ssioner, 92 T.C. 312, 337 (1989); Estate of O Keeffe v.

Conmi ssioner, T.C. Menp. 1992-210.

The trier of fact determning fair market value nust weigh

all relevant evidence and draw appropriate inferences. See Hamm
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v. Conmm ssioner, 325 F.2d 934, 938 (8th G r. 1963), affg. T.C

Meno. 1961-347; Estate of Andrews v. Conm ssioner, 79 T.C. 938

(1982). Reviewing the facts of this case, at the date of death
decedent owned a 99-percent limted partnership interest in SFLP
and a 47-percent interest in Stranco, the 1l-percent owner and
general partner of SFLP. Approximately 75 percent of the
partnership’s val ue consisted of cash and securities. It is
unlikely and plainly contrary to the interests of a hypothetical
seller to sell these interests separately and without regard to
the liquidity of the underlying assets. SFLP was not a risky
busi ness or one in which the continuing value of the assets
depended on conti nui ng operations.

Each of the parties in this case presented expert valuation
testinony. The experts agreed that the appropriate nethodol ogy
was the “net asset value” approach. Each expert determ ned and
applied a mnority interest discount and a nmarketability di scount
to the net asset value of the partnership assets.

Both petitioner’s expert and respondent’s expert determ ned
that a 25-percent |ack of marketability di scount was appropriate.
Only respondent’s expert, however, considered decedent’s
ownership of Stranco stock. W agree with respondent that the
rel ati onship between the limted partnership interest and the

interest in Stranco cannot be disregarded. The entities were



- 24 -
created as a unit and operated as a unit and were functionally
i nsepar abl e.

I n val uing decedent’s 99-percent limted partnership
interest on the date of death, respondent’s expert applied an
8-percent mnority interest discount and a 25-percent
mar ketability discount, to reach a conbi ned (rounded) discount of
31 percent. Respondent’s expert valued decedent’s 47-percent
interest in Stranco by applying a 5-percent mnority interest
di scount and a 15-percent marketability discount, to reach a
conbi ned (rounded) discount of 19 percent. Petitioner’s expert
applied a 25-percent mnority interest discount and a 25-percent
mar ketabi ity discount, resulting in an effective total discount
of 43.75 percent to the partnership. He did not val ue
petitioner’s interest in Stranco because he believed that the
relationship was irrelevant. In our view, his result is
unr easonabl e and nust be rejected.

Respondent’ s expert selected the |ower mnority interest
di scount after considering the effective control of the limted
partnership interest and the interest in Stranco and consi dering
the detailed provisions of the partnership agreenent and the
shar ehol ders’ agreenent. He exam ned cl osed-end funds, nmany of
whi ch are traded on maj or exchanges, and determ ned the range of
di scounts from net asset value for those funds. He selected a

di scount toward the |lower end of the range. H s analysis was
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wel | docunented and persuasive. As respondent notes, normally a
control premumwould apply to an interest having effective
control of an entity.

Petitioner argues that consideration of the stock interest
in Stranco in valuing the limted partnership interest is
erroneous because the sharehol ders’ agreenent granted the
corporation and the other shareholders the right to purchase a
selling shareholder’s stock. While the sharehol ders’ agreenent
may be a factor to be considered in determning fair market
value, it does not persuade us that a hypothetical seller would
not market the interest in the [imted partnership and the
interest in the corporation as a unit or that a transaction would
actually take place in which only the partnership interest or the
stock interest was transferred. Under the circunstances, the
sharehol ders’ agreenent is nerely a factor to be taken into
account but not to be given conclusive weight. Cf. Estate of

Hall v. Comm ssioner, 92 T.C 312, 335 (1989); Estate of Lauder

V. Conm ssioner, T.C. Mnob. 1994-527.

In view of our rejection of respondent’s belated attenpt to
rai se section 2036 and respondent’s request that we disregard the
partnershi p agreenent altogether, we are constrained to accept
t he evidence concerning discounts applicable to decedent’s
interest in the partnership and in Stranco as of the date of

death. We believe that the result of respondent’s expert’s
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di scounts nmay still be overgenerous to petitioner, but that
result is the one that we nmust reach under the evidence and under
t he applicable statutes.
We have considered the other argunents of the parties, and
they do not affect our analysis. To reflect the foregoing and
t he stipul ated adj ust nents,

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

CHABOT, WHALEN, COLVIN, HALPERN, CHI ECHI, and THORNTON, JJ.,
agree with this majority opinion.

LARO, J., concurs in this opinion.
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VELLS, C J., concurring: Respectfully, although |I concur in
the result reached by the magjority in the instant case, | wish to
express ny disagreenent with the majority’ s application of the
econom ¢ substance doctrine. The majority rejects the alleged
busi ness purposes underlying the formati on of the disputed
partnership but then concludes that the partnership "had
sufficient substance to be recognized for tax purposes”, majority
op. p. 16, because the partnership was validly fornmed under State
| aw, which altered the | egal relationships between the decedent
and ot hers.

| believe that the majority’ s stated reasons for hol di ng
that the partnership had substance m sapplies the econom c

subst ance doctri ne. In cases such as ACM Pshp. v. Commi SssSi oner,

157 F.3d 231 (3d Cr. 1998), affg. in part and revg. in part on
anot her issue T.C. Menp. 1997-115, where the econom c substance
doctrine is applied to deny incone tax benefits, the doctrine is
applied regardless of the validity of the partnership under State
| aw. Because the majority has rejected the all eged busi ness

pur poses underlying the formation of the partnership in issue in
the instant case, a proper application of the econom c substance
doctrine, if it were to apply, would ignore the partnership and
di sall ow the discounts for mnority interest and | ack of

mar ket abi lity.
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| believe that, rather than holding that the economc
substance doctrine is satisfied in the instant case, the Court
shoul d concl ude that the econom c substance doctrine does not
apply to disregard a validly forned entity where the issue is the
value for Federal gift and estate tax purposes of the interest
transferred in that entity. |In that regard, | agree with Judge

Fol ey's concurring opinion in Knight v. Conm ssioner, 115 T.C

, ___ (2000).

FOLEY, J., agrees with this concurring opinion.
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PARR, J., dissenting: The majority, citing Frank Lyon Co.

v. United States, 435 U S. 561, 583-584 (1978), states: "the tax
effects of a particular transaction are determ ned by the
substance of the transaction rather than by its form" Mijority
op. p. 11. The mpjority also cites a long line of cases, see

Helvering v. difford, 309 U S. 331, 336 (1940); Kuney v. Frank,

308 F.2d 719, 720 (9th Gr. 1962); Frazee v. Comm ssioner, 98

T.C. 554, 561 (1992); Harwood v. Comm ssioner, 82 T.C 239, 258

(1984), affd. w thout published opinion 786 F.2d 1174 (9th G

1986); Estate of Kelly v. Comm ssioner, 63 T.C 321, 325 (1974);

Estate of Tiffany v. Conmm ssioner, 47 T.C 491, 499 (1967), that

require the Court to closely scrutinize famly partnerships
"because the famly relationship "so readily lends itself to
paper arrangenments having little or no relationship to reality.""

Majority op. p. 12 (quoting Kuney v. Frank, 308 F.2d 719, 720

(9th CGir. 1962)).

The majority is "skeptical of the estate's clains of
busi ness purposes related to executor and attorney's fees or
potential tort clainms", magjority op. p. 13, is not persuaded that
SFLP was fornmed to protect assets fromw ||l contests, does not
believe that a joint investnent vehicle was the purpose of the
partnership, found that the formation and control of SFLP were

orchestrated by M. GQulig without regard to joint enterprise, and
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found that the managenent of the assets contributed to SFLP was
not the purpose of SFLP

In this case, the facts clearly denonstrate that the paper
arrangenment, the witten partnership agreenent, had no
relationship to the reality of decedent's ownership and contro
of the assets contributed to the partnership. Although under the
partnership agreenent a limted partner could not demand a
di stribution of partnership capital or incone, the partnership
(1) paid for Stone's surgery when she injured her back while
caring for decedent, (2) distributed $3,187,800 to decedent's
estate for State and Federal estate and inheritance taxes, (3)
di stributed $563,000 in 1995 and 1996 and $102,500 in 1998 to
each of the Strangi children, (4) divided its primary Merril
Lynch account into four separate accounts in each of the Strangi
children's nanes, (5) extended lines of credit to John Strangi,
Al bert T. Strangi, and Ms. @Qlig, and (6) advanced to decedent's
estate $3.32 nmillion to post bonds with the Internal Revenue
Service. It is clear that, contrary to the witten partnership
agreenent, decedent and his successor in interest to his
partnership interest (decedent's estate) had the ability to
wi thdraw funds at will. [If a hypothetical third party had
offered to purchase the assets held by the partnership for the

full fair market value of those assets, there is little doubt
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t hat decedent coul d have had the assets distributed to hinself to
conpl ete the sale.

The majority, however, holds that, because the fornalities
were followed and SFLP was validly formed under State |aw, the
partnership had sufficient substance to be recogni zed for tax
purposes. The majority then val ues decedent's partnership
interest as if the restrictions in the witten partnership
agreenent were actually binding on the partners. The majority
states, "The actual control exercised by M. Gulig, conbined with
the 99-percent limted partnership interest in SFLP and the 47-
percent interest in Stranco, suggest the possibility of including
the property transferred to the partnership in decedent's estate
under section 2036." Myjority op. p. 15. It seens incongruous
that for purposes of section 2036 this Court could | ook to the
actual control decedent exercised over the assets of the
partnership, but for purposes of determ ning the appropriate
di scounts for valuing decedent's interest in the partnership this
Court is limted to the witten partnership agreenent.

Assum ng, arguendo, that the partnership nmust be recogni zed
for Federal estate tax purposes, | would value the interest under
the agreenment that existed in fact, rather than under the witten
partnership agreenent that had no relationship to the reality of
decedent's ownership and control of the assets contributed to the

part nershi p.
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A person who mai ntains control over the ultimte disposition
of property is, in practical effect, in a position simlar to the

actual owner of the property. See, e.qg., Estate of Kurz v.

Commi ssioner, 101 T.C 44, 50-51, 59-60 (1993), suppl enented by

T.C. Meno. 1994-221, affd. 68 F.3d 1027 (7th Cir. 1995). The
Court should not allow a taxpayer who is not in fact limted by
an agreenent to claima discount that is prem sed on that very
[imtation. A mnority discount is allowed because a limted
partner cannot cause the partnership to nmake distributions.
Decedent and decedent's estate in fact caused the partnership to
make distributions at will. The mnority discount is not
appropriate in this case.

Additionally, a discount for lack of marketability is
al | oned because a hypothetical third party would pay |less for the
partnership interest than for the assets. But in this case,
under the actual partnership arrangenent, decedent coul d have had
all the assets distributed to hinself and then sold themdirectly
to the buyer. The |lack of marketability discount, therefore,
also is inappropriate in this case. Because the actual
partnership arrangenent provided for distributions at will, |
woul d val ue the partnership interest at the value of the
partnership's assets w thout any di scount.

For the above reasons, | respectfully dissent.

BEGHE and MARVEL, JJ., agree with this dissenting opinion.
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RUME, J., dissenting: Decedent transferred property to a
newly fornmed partnership in return for a 99-percent limted
partnership interest. This was done 2 nonths before he died, as
part of a plan to reduce tax on his estate. The estate presented
testinmony to support its argunment that these actions were taken
for business purposes. The trial judge clearly rejects these
argunents and describes the testinony offered by the estate as
“mere wi ndow dressing to conceal tax notives.” Majority op. p.
13. Tax savings was the only notivating factor for transferring
property to the partnership. Nevertheless, the magjority
validates this schenme by val uing decedent’s 99-percent
partnership interest at 31 percent bel ow the value of the
property that decedent transferred to the partnership.

Respondent argues that if the partnership interest that
decedent received is to be valued at 31 percent |less than the
val ue of the property that decedent transferred to the
partnership, then the difference should be considered to be a

gift. The mpjority rejects respondent’s gift argunent.?

!One of the reasons given by the majority for rejecting
respondent’s gift argunent is “we do not believe that decedent
gave up control over the assets”. Majority op. p. 21. This
finding is inconsistent with the majority’s all owance of a 31
percent discount. |f decedent owned assets worth $9, 876, 929,
transferred legal title to those assets to a partnership in which
he had a beneficial interest that exceeded 99 percent, and
thereafter retained control over the transferred assets, how
could the value of his property rights be 31 percent |ess after

(continued. . .)
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Respondent’s gift tax argunment is supported by the
applicable statutes, regulations, and controlling opinions. |If
the value of the property that decedent transferred to the
partnership was nore than the value of the consideration that he
recei ved, and the transfer was not made for bona fide nontax
busi ness reasons, then the anmount by which the value of the
property transferred exceeds the value of the consideration is
deened to be a gift pursuant to section 2512(b).

Section 2512(b) provides:

SEC. 2512. VALUATION OF d FTS.

(b) Where property is transferred for |less than an
adequate and full consideration in noney or noney’s
worth, then the anount by which the value of the
property exceeded the val ue of the consideration shal
be deened a gift, and shall be included in conputing
t he amount of gifts made during the cal endar year

Section 25.2512-8, Gft Tax Regs., provides:

Sec. 25.2512-8. Transfers for insufficient
consideration.--Transfers reached by the gift tax are
not confined to those only which, being wthout a
val uabl e consi deration, accord with the comon | aw
concept of gifts, but enbrace as well sales, exchanges,
and ot her dispositions of property for a consideration
to the extent that the value of the property
transferred by the donor exceeds the value in noney or
noney’s worth of the consideration given therefor.

* * %

Y(...continued)
the transfer? Certainly, a hypothetical willing buyer and seller
w th reasonabl e knowl edge of the relevant facts woul d be aware
t hat decedent’s property interests included control over the
assets. The majority’s analysis fails to adequately explain this
apparent anonaly.
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Transactions nmade in the ordinary course of business are exenpt
fromthe above gift tax provisions. Thus, section 25.2512-8,
G ft Tax Regs., provides:

However, a sal e, exchange, or other transfer of
property made in the ordinary course of business (a
transaction which is bona fide, at armis |ength, and
free fromany donative intent), will be considered as
made for an adequate and full consideration in noney or
noney’s worth. * * *

The Suprenme Court has described previous versions of the
gift tax statutes (section 501 inposing the tax on gifts and
section 503 which is virtually identical to present section
2512(b)) in the follow ng termns:

Sections 501 and 503 are not disparate provisions.
Congress directed themto the sanme purpose, and they
shoul d not be separated in application. Had Congress
taxed “gifts” sinpliciter, it would be appropriate to
assunme that the termwas used in its colloquial sense,
and a search for “donative intent” would be indicated.
But Congress intended to use the term“gifts” inits
br oadest and nost conprehensive sense. H Rep. No.
708, 72d Cong., 1st Sess., p.27; S. Rep. No. 665, 72d
Cong., 1st Sess., p.39; cf. Smth v. Shaughnessy, 318
U S 176; Robinette v. Helvering, 318 U S. 184.
Congress chose not to require an ascertai nnment of what
too often is an elusive state of mnd. For purposes of
the gift tax it not only dispensed with the test of
“donative intent.” It fornmulated a nuch nore workabl e
external test, that where “property is transferred for
| ess than an adequate and full consideration in noney
or noney’s worth,” the excess in such noney val ue
“shall, for the purpose of the tax inposed by this
title, be deened a gift...” And Treasury Regul ations
have enphasi zed that comon | aw consi derati ons were not
enbodied in the gift tax.

To reinforce the evident desire of Congress to hit
all the protean arrangenents which the wit of man can
devi se that are not business transactions within the
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meani ng of ordinary speech, the Treasury Regul ations
make cl ear that no genui ne business transaction cones
within the purport of the gift tax by excluding “a
sal e, exchange, or other transfer of property nmade in
the ordinary course of business (a transaction which is
bona fide, at armis length, and free from any donative
intent).” Treas. Reg. 79 (1936 ed.) Art. 8. Thus on
finding that a transfer in the circunstances of a
particular case is not made in the ordinary course of
busi ness, the transfer becones subject to the gift tax
to the extent that it is not nmade “for an adequate and
full consideration in noney or noney’'s worth.” See 2
Paul , Federal Estate and G ft Taxation (1942) p. 1113.
[ Commi ssi oner v. Wenyss, 324 U.S. 303, 306 (1945); fn.
ref. omtted; enphasis added.]

In Iight of what the Suprenme Court said, the estate
attenpted to portray the transfer of property to the partnership
as a business transaction. The majority soundly rejects this as
a masquerade. Indeed, it is clear that the transfer was nmade to
reduce the value of decedent’s assets for estate tax purposes,
while at the sane tinme allowing the full value of decedent’s
property to pass to his children.

The Suprene Court has described the objective of the gift
tax as foll ows:

The section taxing as gifts transfers that are not nade

for “adequate and full [noney] consideration” ainms to

reach those transfers which are wthdrawn fromthe

donor’s estate. * * * [ Conm ssioner v. Wnyss, supra at
307.]

Under the applicable gift tax provisions and Suprenme Court
precedent, it is unnecessary to consider what decedent’s children
received on the date of the transfer in order to determ ne the

val ue of the deened gift under section 2512(b). Indeed, it is
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not even necessary to identify the donees. Section 25.2511-2(a),
G ft Tax Regs., provides:

Sec. 25.2511-2. Cessation of donor’s dom nion and
control.--(a) The gift tax is not inposed upon the
recei pt of the property by the donee, nor is it
necessarily determ ned by the nmeasure of enrichnment
resulting to the donee fromthe transfer, nor is it
condi tioned upon ability to identify the donee at the
time of the transfer. On the contrary, the tax is a
primary and personal liability of the donor, is an
exci se upon his act of making the transfer, is neasured
by the value of the property passing fromthe donor,
and attaches regardless of the fact that the identity
of the donee nmay not then be known or ascertai nabl e.

In Robinette v. Helvering, 318 U S. 184 (1943), the taxpayer

argued that there could be no gift of a remainder interest where
the putative remai ndernmen (prospective unborn children of the
grantor) did not even exist at the tinme of the transfer. The
Suprene Court rejected this argunent stating that the gift tax is
a primary and personal liability of the donor neasured by the

val ue of the property passing fromthe donor.

This case involves an attenpt by a dying nman (or his
attorney) to transfer property to a partnership in consideration
for a 99-percent partnership interest that woul d be val ued at
substantially less than the value of the assets transferred to
the partnership, while at the sane tinme assuring that 100 percent
of the value of the transferred assets would be passed to
decedent’ s beneficiaries. Assumng, as the majority has found,

t hat decedent’s partnership interest was worth | ess than the
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property he transferred,? section 2512(b) shoul d be appli ed.
Pursuant to that section the excess of the value of the property
decedent transferred to the partnership over the value of the
consideration he received is “deened a gift” subject to the gift
tax. By failing to apply section 2512(b) in this case, the
majority thwarts the purpose of section 2512(b) which the Suprene
Court described as “the evident desire of Congress to hit all the
protean arrangenents which the wit of man can devi se that are not

busi ness transactions”. Conm ssioner v. Wenyss, supra at 306.

PARR, BEGHE, GALE, and MARVEL, JJ., agree with this
di ssenting opinion.

The majority’s allowance of a 31-percent discount is in
stark contrast to its rejection of respondent’s gift argunment on
the ground that decedent did not give up control of the assets
when he transferred themto the partnership. See mgjority op. p.
21. Wile the basis for finding that decedent did not give up
control of the assets is not fully explained, it appears not to
be based on the literal terns of the partnership agreenent which
gave control to Stranco, the corporate general partner. Decedent
owned only 47 percent of the Stranco stock. Since the majority
al so rejects respondent’s econom ¢ substance argunent, the only
ot her concei vabl e basis for concluding that decedent retained
control over the assets that he contributed to the partnership is
that the partnership arrangenent was a factual sham |If that
were the case, the partnership arrangenent itself would be “nere
w ndow dressing” masking the true facts and the terns of the
partnership arrangenent should be disregarded. |n an anal ogous
situation the Court of Appeals for the Tenth Crcuit disregarded
the witten terns of a transfer docunment as fraudul ent. See
Heyen v. United States, 945 F.2d 359 (10th Gr. 1991).
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BEGHE, J., dissenting: Having joined the dissents of Judges
Parr and Ruwe, | wite separately to descri be another path to the
conclusion that SFLP had no effect on the value of M. Strangi’s
gross estate under sections 2031 and 2033. In ny view, the
property to be valued is the property originally held by M.
Strangi, the so-called contributed property. Notw thstanding
that the property in question may have been contributed to a
partnership formed on M. Strangi’s behalf in exchange for a 99-
percent limted partnership interest, we’'re not bound to accept
the estate’s contention that the property to be valued is its
interest in SFLP, subject to all the disabilities and resulting
val uation di scounts entailed by ownership of an interest in a
l[imted partnership. Instead, the facts of this case invite us
to use the end-result version of the step-transaction doctrine to
treat the underlying partnership assets--the property originally
held by the decedent--as the property to be valued for estate tax
pur poses.

The value of property for transfer tax purposes is the price
at which the property woul d change hands between a willing buyer
and a willing seller, neither being under any conpul sion to buy
or to sell and both having reasonabl e know edge of rel evant

facts. See United States v. Cartwight, 411 U S. 546, 550-551

(1973); sec. 20.2031-1(b), Estate Tax Regs.; sec. 25.2512-1, Gft

Tax Regs. The mpjority state that SFLP s exi stence “woul d not be
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di sregarded by potential purchasers of decedent’s assets”; the
majority al so suggest that this is why the partnership should not
be di sregarded as a substantive sham See majority op. p. 16.

| support the use of substance over form analysis to decide
whet her a transaction qualifies for the tax-law defined status
its formsuggests. A formally correct transaction w thout a
busi ness purpose may not be a “reorgani zation”, and a title
hol der of property w thout an econom c interest may not be the
tax “owner”. However, | share the ngjority’s concerns about
usi ng substance over formanalysis to alter the concl usi on about
a real-world fact, such as the fair market value of property,
which the lawtells us is the price at which the property

actually could be sold.?

! Against the grain of the mpjority’s conclusions that the
SFLP arrangenents were neither a factual sham nor a substantive
sham | woul d observe that another “conceivable basis for
concl udi ng that decedent retained control over the assets that he
contributed to the partnership” (Ruwe, J., dissenting opinion
page 38 note 2) are the multiple roles played by M. @ilig, who
had decedent’s power of attorney and caused hinself to be
enpl oyed by Stranco to manage the affairs of SFLP, and the tacit
understanding of the other famly nenbers that he would | ook out
for their interests. Although | would agree with the majority
t hat use of substantive sham anal ysis may not be appropriate in
transfer tax cases, | believe that factual sham anal ysis can be
used in appropriate cases in the transfer tax area and that the
case at hand is one of those cases; the terns of the SFLP
partnershi p agreenent shoul d be disregarded because the parties
to the agreenent didn't pay any attention to them Cf. Heyen v.
United States, 945 F.2d 359 (10th Gr. 1991). To adapt to the
case at hand the hypothetical posed by the Court of Appeals in
Ctizens Bank & Trust Co. v. Conm ssioner, 839 F.2d 1249, 1254-

(continued. . .)
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Al t hough ny approach to the case at hand enpl oys a step-
transaction analysis, which is a variant of substance over form
| do not use that analysis to conclude anything about fair market
value. Instead, | use it to identify the property whose transfer
is subject to tax. Step-transaction analysis has often been used
in transfer tax cases to identify the transferor or the property
transferred.

The step-transaction doctrine is a judicially created
concept that treats a series of formally separate “steps” as a
single transaction if those steps are “in substance integrated,

i nt erdependent and focused toward a particular end result.”

Penrod v. Conmi ssioner, 88 T.C 1415, 1428 (1987). The nost far-

reachi ng version of the step-transaction doctrine, the end-result
test, applies if it appears that a series of formally separate
steps are really prearranged parts of a single transaction that
are intended fromthe outset to reach the ultimate result. See

Penrod v. Conmi ssioner, 88 T.C at 1429, 1430 (citing Helvering

v. Al abama Asphaltic Linestone Co., 315 U S. 179 (1942); South

Bay Corp. v. Conm ssioner, 345 F.2d 698 (2d Cir. 1965); Morgan

Manuf acturing Co. v. Conm ssioner, 124 F.2d 602 (4th Cr. 1941);

Y(...continued)
1255 (7th Gr. 1988), the magic marker the Quligs used to paint
t he nustache on the Mna Lisa was filled with di sappearing ink.
However, the discussion in the text is presented as an
alternative to a factual sham anal ysis.
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Heintz v. Conm ssioner, 25 T.C. 132 (1955); Ericsson Screw

Machine Prods. Co., v. Comm ssioner, 14 T.C 757 (1950); King

Enters., Inc. v. United States, 189 Ct. d. 466, 475, 418 F.2d

511, 516 (1969)). The end-result test is flexible and grounds
tax consequences on what actually happened, not on formalisns

chosen by the participants. See Penrod v. Conm Ssioner, supra.

The sol e purpose of the transactions orchestrated by M. and
Ms. @Qulig was to reduce Federal transfer taxes by depressing the
value of M. Strangi’s assets as they passed through his gross
estate, to his children, via the partnership. The arrangenent
nmerely operated to convey the assets to the sane individuals who
woul d have received the assets in any event under M. Strangi’s
will. Nothing of substance was intended to change as a result of
the transactions and, indeed, the transactions did nothing to
affect M. Strangi’s or his children’s interests in the
under | yi ng assets except to evidence an effort to reduce Federal
transfer taxes. The control exercised by M. Strangi and his
children over the assets did not change at all as a result of the
transactions. For instance, shortly after M. Strangi’s death
SFLP made substantial distributions to the children, the Merril
Lynch account was divided into 4 separate accounts to all ow each
child to control his or her proportionate share of SFLP assets,
and distributions were nade to the estate to enable it to pay

death taxes and post a bond. M. Strangi’s testanentary
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obj ectives are further evidenced by his practical inconpetency
and failing health at formation and funding of SFLP and Stranco
and the short tinme between the partnership transactions and M.
Strangi ' s deat h.

The estate asserts that property with a stated val ue of
$9, 876,929, in the formof cash and securities, when funnel ed
t hrough the partnership, took on a reduced val ue of $6, 560, 730.

It is inconceivable that M. Strangi would have accepted, if
dealing at armis length, a partnership interest purportedly worth
only two-thirds of the value of the assets he transferred. This
is especially the case given M. Strangi’s age and heal th,
because it woul d have been inpossible for himever to recoup this
i medi ate | oss.

It is also inconceivable that M. Strangi (or his
representatives) would transfer the bulk of his Iiquid assets to
a partnership, in exchange for alimted interest (plus a
mnority interest in the corporate general partner) that would
termnate his control over the assets and their incone streans,
if the other partners had not been famly nenbers. See Estate of

Trenchard v. Conmi ssioner, T.C. Menp. 1995-121; there the Court

found “incredi ble” the assertion of the executrix that the
decedent’ s transfer of property to a famly corporation in
exchange for stock was in the ordinary course of business. It is

clear that the sole purpose of SFLP was to depress the val ue of
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M. Strangi’s assets artificially for a brief time as the assets

passed through his estate to his children. See Estate of Muirphy

v. Conm ssioner, T.C. Menob. 1990-472, in which this Court denied

decedent’s estate a mnority discount on a 49.65-percent stock
i nterest because the prior inter vivos transfer of a 1.76-percent
interest did “not appreciably affect decedent’s benefici al

i nterest except to reduce Federal transfer taxes.” Estate of

Mur phy v. Conm ssioner, supra, 60 T.C M (CCH 645, 661, 1990
T.CM (RIA par. 90,472, at 90-2261

Thus, under the end-result test, the formally separate
steps of the transaction (the creation and funding of the
partnership within 2 nonths of M. Strangi’s death, the
substantial outright distributions to the estate and to the
children, and the carving up of the Merrill Lynch account) that
were enployed to achieve M. Strangi’s testanmentary objectives
shoul d be col |l apsed and viewed as a single integrated
transaction: the transfer at M. Strangi’'s death of the
under | yi ng assets.

In many cases courts have coll apsed nmultistep transactions
or recast themto identify the parties (usually the donor or
donee) or the property to be valued for transfer tax purposes.

See, e.g., Estate of Bies v. Conm ssioner, T.C Meno. 2000-338

(identifying transferors for purposes of gift tax annual

exclusions); Estate of G dulka v. Conm ssioner, T.C Meno. 1996-
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149 (donor’s gift of mnority stock interests to sharehol ders
foll owed by a redenption of donor’s renaining shares treated as

single transfer of a controlling interest); Estate of Mirphy v.

Commi ssi oner, supra (decedent’s inter vivos transfer of a

mnority interest followed by a testanmentary transfer of her
remai ni ng shares treated as an integrated plan to transfer

control to decedent’s children); Giffin v. United States, 42 F

Supp. 2d 700 (WD. Tex. 1998) (transfer of 45 percent of donor’s
stock to donor’s spouse followed by a transfer by spouse and
donor of all their stock to a trust for the benefit of their
child treated as one gift by donor of the entire bl ock).?2

The reciprocal trust doctrine, another application of
substance over form has been used in the estate and gift tax

area to determne who is the transferor of property for the

purposes of inclusion in the gross estate. See United States v.
Grace, 395 U S. 316, 321 (1969) (applying the reciprocal trust
doctrine in the estate tax context to identify the grantor, and

quoting with approval Lehnman v. Conm ssioner, 109 F.2d 99, 100

(2d Gr. 1940): “The | aw searches out the reality and is not
concerned with the form”). More recently, Sather v.

Commi ssioner, T.C Meno. 1999-309, applied the reciprocal trust

’2ln Giffinv. United States, 42 F. Supp. 2d 700, 706 n.4
(WD. Tex. 1998), the court distinguished Estate of Frank v.
Comm ssioner, T.C Meno. 1995-132, where this Court declined to
integrate the steps of the transaction.




- 46 -
doctrine to cut down the nunber of present interest annual
exclusions for gift tax purposes:

We nust peel away the veil of cross-transfers to
seek out the econom c substance of the foregoing series
of transfers. * * *

* * * * * * *

W are led to the inescapabl e conclusion that the
formin which the transfers were cast, i.e., gifts to
t he ni eces and nephews, had no purpose aside fromthe
tax benefits petitioners sought by way of inflating
their exclusion anobunts. The substance and purpose of
the series of transfers was for each married couple to
give to their own children their Sathers stock. After
the transfers, each child was left in the sane econom c
position as he or she would have been in had the
parents given the stock directly to himor her. Each
ni ece and nephew received an identical anount of stock
fromhis or her aunts and uncles and was |left in the
sane econom c position in relation to the others. This
was not a coincidence but rather was the result of a
pl an anong the donors to give gifts to their own
children in a formthat would avoid taxes. * * *
[ Sat her v. Comm ssioner, T.C Meno. 1999-309, 78 T.C. M
(CCH) 456, 459-460, 1999 T.C M (RIA par. 99,309, at
99- 1964- 99- 1965. |

Al this is set out nost clearly in our reviewed opinion in

Bi schoff v. Commi ssioner, 69 T.C. 32 (1977), as expl ained by the

Court of Appeals for the Federal Circuit in Exchange Bank & Trust

Co. v. United States, 694 F.2d 1261, 1269 (Fed. Cir. 1982):

“We agree with the majority in Bischoff and the appellee in this
action [the United States] that the reciprocal trust doctrine
merely identifies the true transferor, but the actual basis for

taxation is founded upon specific statutory authority.”
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In Estate of Montgonery v. Conm ssioner, 56 T.C. 489 (1971),

affd. 458 F.2d 616 (5th Gr. 1972), an elderly decedent, who was
ot herwi se uni nsurabl e, purchased a single prem um annuity and was
thereby able to obtain Iife insurance that he assigned to trusts.
The Court held that the arrangenent was not life insurance within
t he neani ng of the parenthetical exception contained in section
2039, and therefore, the proceeds of the policies were includable
in decedent’s gross estate. In so holding, the Court used the

| anguage of step transactions to find that the annuity and

i nsurance were part of a single investnent agreenent.

Daniels v. Conm ssioner, T.C Meno. 1994-591, applied the

step-transaction doctrine in a gift tax case in favor of the
t axpayers to conclude that an outright gift of common stock to
children and a sinultaneous exchange of sonme common for preferred
were parts of the sanme gift. As a result, the Conm ssioner’s
bel ated attenpt to tax the inbal ance in values on the common-
preferred exchange was barred by the statute of [imtations.

My conclusion that the property to be valued for estate tax
pur poses should be the property transferred to SFLP is further

supported by the decision of GCtizens Bank & Trust Co. V.

Comm ssioner, 839 F.2d 1249 (7th Cr. 1988), affg. Northern Trust

Co. v. Commi ssioner, 87 T.C. 349 (1986). There, the Court of

Appeal s for the Seventh Circuit held that the taxable value of a

gift is not altered by the terns of the conveyance; therefore,
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“restrictions inposed in the instrunment of transfer are to be
ignored for purposes of nmaking estate or gift tax val uations”.
Id. at 1252-1253. | conclude that the formation of SFLP and
subsequent distributions of partnership assets should be treated
as parts of a single, integrated transaction, and that the SFLP
agreenent is properly viewed as a restriction included in the
testanmentary conveyance to the Strangi children. Accordingly,

under Ctizens Bank & Trust Co. v. Conm ssioner, supra, and the

ot her authorities previously discussed, any reduction in val ues
al | egedly caused by the SFLP agreenent shoul d be di sregarded,;
under sections 2031 and 2033, the contributed property is the
property to be included and valued in the gross estate.

PARR, J., agrees with this dissenting opinion.



